
CITY OF ~

SAN JOSE
CAPITAL OF SILICON VALLEY

Office of the City Manager

EMPLOYEE RELATIONS

January 24,2013

Michael Seville
IFPTE Local 21 Interim Senior Representative
4 North Second Street, Suite 430
San Jose, CA 95113

RE: Retiree Healthcare Negotiations Request for Information

Dear Michael:

We are in receipt of the letter you sent on behalf of IFPTE, Local 21, regarding Retiree
Healthcare Negotiations. During our negotiation session with AEA, AMSP and CAMP on
January 8, 2013, we discussed the information request and provided some responses. The
following is responsive to the remainder of the information request.

Section 12.2

1. Under what circumstances might it be necessary or not necessary to amend the Municipal
Code and/or applicable plan documents?

If any agreement conflicts with what is currently included in the Municipal Code and/or
applicable plan documents, then, to the extent necessary, an amendment may be added
to the appropriate document.

Section 12.2

2. Can you specify which component of the ARC may vary upward or downward and how
that is different from "the amount of each increase"?

The Annual Required Contribution is comprised of the cost to pay the current year’s
benefit and the pay the amortized unfunded liability, thus any impact to the benefit, the
normal cost, or the unfunded liability may adjust the ARC.

The "amount of each increase" phrase was a statement in the previous agreement that
was necessary due to the potential for the contribution amount to increase or decrease as
the ARC could fluctuate based on the annual actuarial valuations. This proposal limits the
increase in contribution rate to 0.75%, per year.
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Section 12.4

We see that the 10% member contribution in this section is based on pensionable pay.
Can you please provide us with a breakdown of what you take into account when
calculating "pensionable pay"? What is the dollar equivalent of 10% of pensionable pay?

For IFPTE, pensionable pay can also be defined as base pay. The 10% would vary based
on the base pay of each employee.

What is the current percentage for member contribution based on or derived from? In
other words, what is the base from which the current member Contribution is calculated
from?

Please refer to the enclosed 2009 Retiree Healthcare Tentative Agreement and the
Current OPEB valuation, which you received at the January 8, 2013, negotiation session.

What is the quantitative difference, in dollar amount and percentage, of what employee
contribution is now and what the planned contribution is? In other words, please provide
us the percent and dollar amount contributed for retiree healthcare by both members and
the City for the last 5 years.

The current proposal limits contributions increases to 0.75% until the cap is reached. The
current contribution rate is 7.26%. The dollar amount will vary by employee.

Please refer to the OPEB actuarial valuations from 2007-2012. These valuations can be
found on the San Jose Retirement Services website.

Please use the following links to navigate to the valuations:

2007:
http://www, sj retirement.com/u ploads/F E D/Item 12GASB2424SanJose2007 revised 0126200

2009:
http://www.sjretirement.com/uploads/Fed/Item%2015%20Discuss%20Health%20Study%2
0GRS.pdf
2010:
http://www3.sanioseca.,qov/employeeRelations/retirementbenefits/Jan uary2011 CheironO
PEBValuation.pdf
2011:
http:~/www3.sanj~seca~~q~v/emp~~yeeRe~ati~ns/retirementbenefits/Actuaria~Va~uati~nAnd P
resentationofOPEB6.30.11 .pdf
2012:
http :l/www.sanjoseca..qov/DocumentCenter/Viewl l 1178
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4. When you use the term "impficit subsidy," what does that mean?

Currently, the health insurance companies pool together active and retired employees for
the health plan rates. If retired employees were covered separately from active
employees, their rates would be more costly. This results in an "implicit subsidy" for the
retirees as their rates are lower than if they had separate insurance premiums.

Please provide us with a breakdown of what the 10% of pensionable pay for the City
(excluding implicit subsidy) is in dollar amounts and what the source of that subsidy is
currently and for the last five years?

The amount of pensionable pay varies per employee. Please see above for the source of
the subsidy. The OPEB valuations indicate the value of the implicit subsidy due to the
reporting requirement of GASB 45.

How does the 10% paid by the City measure up to the 10% paid by members in dollar
amounts? Please provide us with what the dollar equivalents are now and what they will
be under your proposal. Does the 10% paid by the City equal the 10% paid by members
in dollar amounts?

If the contribution amount is 10%, the City will pay 10% of pensionable payroll. The cost
for retiree medical is shared between the City and employees, 50/50. Please refer to the
OPEB valuation for any dollar amounts.

What are examples of "alternatives" that might be discussed to reduce retiree healthcare
costs? We would appreciate a clarification of what this could be?

We provided an answer to this question verbally during the January 8,2013, negotiation
session.

8. Please provide information and substantiation of how this provision provides a cap similar
to the one in place for Police and Fire? How are they similar? What are their caps?

Please refer to the Agreement with Police in 2009 and the Agreement with Fire in 2011,
both are enclosed.

o How often have the City and Police and Fire exceeded these caps in the last ten years,
and what has been the contractual procedure in situations where the ARC cap has been
exceeded? Please provide us with an annual breakdown for the last ten years. In the
cases where the cap was exceeded, what has been the outcome of these processes on
outcome of Police and Fire member contribution?

The cap has never been exceeded for either Police or Fire.
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Section 12.5

10. Please provide us with a plan description of the 115 trust fund and any documentation
supporting your decision to estabfish this 115 trust.

Please refer to the Council Memo from May 13, 2011, from City Attorney Rick Doyle,
which is enclosed.

11. Please provide documents to describe what the referenced IRS limit on existing medical
benefits account are.

Please refer to the April 11, 2012, letter from Cheiron that was distributed at the January
8, 2013, meeting.

12. What is your estimation of the date by which there will be any potential of reaching the
IRS limits on existing medical benefit account?

Please refer to the April 11, 2012, letter from Cheiron that was distributed at the January
8, 2013, meeting.

13. Specifically, in what ways are the City and/or members impacted or affected by these IRS
limits on existing medical benefits account?

The City and employees will no longer be able to contribute to the 401(h) account if the
limit is reached. In addition, the tax status of the plan is jeopardized if the limit is
exceeded.

14. What sort of advice is the City anticipating from Tax Counsel about the proposal in 12.5
and when do you expect this information?

The City Council and the both Retirement Boardshave asked tax counsel for an opinion
regarding the tax status of employee contributions. Tax counsel is continuing to review
the possibility of obtaining an IRS ruling that employee contributions can be treated as
pre-tax contributions. There is no clear timeframe for that determination.

15. What, if any, IRS rulings does the City have that contributions can be treated as pre-tax?
Have your requested from IRS a ruling of any kind that contributions can be treated as
pre-tax? Please provide us with all supporting documentation, including when such
requests were made, and any documentation received from IRS?

Please refer to the Council Memo from April 26, 2012, from City Attorney Rick Doyle,
which is enclosed.
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Section t2.7

16. What studies have you relied on to support the proposal that switching to a defined
contribution plan for new members would be beneficial?

As we discussed at our previous meeting, we believe that this topic is best discussed at
the bargaining table. We have not relied on any particular studies.

17. In light of the recent report by the City of San Jose on the negative trends in recruitment
and retention, have you analyzed the potential negative impacts of this new plan on
recruitment and retention of highly qualified workforce ?

At this time, the City has not conducted any formal analysis regarding the recruitment and
retention impacts of the proposal. However, we believe that by not requiring new
employees to enter into a retiree healthcare system that requires such a significant
employee contribution, the City’s proposal will assist with recruitment and retention.

18. What studies and/or documents do you have on the impacts this new plan, and the
subsequent freezing out of contributions from new members, may have on the ARC? In
other words, please provide us with any and all documentation you have looked at that
addresses the likely increase in overall ARC that will result as a result of new money
coming in, and what the effect will be on City and member contributions.

We have some information regarding the impact to the plan that we would be happy to
discuss during our next meeting.

19. If this plan were in effect today and the City were contributing 1% along with an employee
contribution of 1%, what percentage of salary would new employees have to provide in
order to receive the same benefits as received by current members? For the next five
years, what is the projected dollar amount and percentage of salary equivalent that new
members would have to pay to match to effectively have the same quafity of retirement
health benefits as current members?

We do not have this information and we can discuss this question further at our next
meeting.

20. What would a 1% match from the City equate to in dollar amount today for new members
under this proposal?

It would depend on the base pay of the employee.

21. What are the criteria for the City to match up to 1%?

The employee would have to contribute at least 1% to the defined contribution program.
The City would then match that amount up to 1%.
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Section 11.1

22. Why are you instituting a 4-tier rate structure?

As we discussed, the current trend is to institute multiple tier structures. This provides
employees with premiums that better match the number of dependents an employee has
to cover under the healthcare plans.

23. What is the basis, from an insurance premium point of view, of making a distinction
between these four tiers?

We are unclear as to your question and would be happy to discuss this during our next
meeting.

Sincerely,

Alex Gurza
Deputy City Manager

c: John Mukhar, AEA President
Dale Dapp, AMSP President
Matt Farrell, CAMP President

Enclosures



CITY OF SAN JOSE AND ASSOCIATION OF ENGINEERS AND ARCHITECTS,
IFPTE LOCAL #2i
MEDIATION TENTATIVE AGREEMENT

A~RT_LiCLE 12 RETIREE HEALTHCARE FUNDING

!2,1 The CibL and the~anization a__gLee to transition from the current~
fundtn_~ of retiree medical and de£tal healthcare benefi~referred to as the. ’,’pglic~y
Ln~ t__o..p.reTfuBdingof th,e.ful!..Ar~p~at Re~tio~..(ARC)for the retiree
healthcare~’ansitio~edb basin into full
funding_the ARC over a cried of five 5 ears be tnnin June 28 2009. The Plan’_As
initial unfunded retiree h~JjJy~9!ti.z. ~d o,v..e~
period so that it shall be paid bY June 30.~_2039__~osed amortizationS., Amotlization of
chan.~ in the unfunded retiree healthcare liabilit_~..o_ther than the initial retiree
healthcare liabilit e, , ains losses chan esin aotuaria~shall be
determined by the Plan’s actuary, The City and Plan members (act~
contribut~e~n the ARC in the ratio current y provided, under Segtion. 3,28,380~ C(~
~ose Mu~ Code, ~gntrib~t~nsfor retiree
medical benefits shall be made~ and members, in the ratio of one-to-one,
Conb~ade b theCit and memb.~r#.in.t!~e.
ratio of e,_~~ ~~Plan the P_ta_.£n
autu.~ shall continue to use the Entry__&.~ Normal ~ actuarial cost method and a
~~y~0.~ot_#Jjgy for the Plan as out ined in this Article,

March 4, 2009                     ’



CITY OF SAN JOSE AND ASSOCIATION OF ENGINEERS AND ARCHITECTS,
IFPTE LOCAL #2’1
MEDIATION TENTATIVE AGREEMENT

t2,2 The City and the Em Io e~anization further a_g_Lee that time Municipal Code and!o~,
~lan documents shall be amende__d in accordance with the above_~&greement
and that the Em lo_p_lAy_g_~_Or~qanization wilf sU.p_#_ort such amendments,

J2,3 It is unde.&rALo._od that in reachin_gjJ.tfl~eme.en_~tnt ..[&gJ_3arties have been informed b_yv cost
estimat~ the Federated City Emplo_v_ees’ Retirement System Board’s
actuary_ and that theactual contribution rates to reach fu_~ll re-funding of retiree
healthoare will differ, The_phaseqn to the ARC shall be divided into fiv~
~ine method)~eAch to be effective on the first a__tE&V_p_eriod of the Cit~
’nLEgAch succeediQg~.y#a[o The first incremen_t~of_t_~jtaseoin, shall be effective on Ju£e
~09. It is understood that because of changes resultin fro~Liture actuarial
valuations the amoun( of each increase ma vv_vAr2 u_Ep_.ward or downward. The Citv..~!3.d
Em_E_m#J£~ee Orgbnizat~on aq_gr_ee that the Planmember cash contribution rate shall not
have an incremental increase of more than ,75% of pensionsble_.Eg~ in each fiscal ~
~~contributi~ementaHncr~ore than
.75% of #ensionable ~ each fiscal year. For ex~he member~ contribution
i-ate is 4% of pe!~si~nab!~..pav,..th~e subse~~arl.~ .~!~tr.Lbution. ,r.at~ f~,~ !:eti._re~e
healthqare cannot exceed 4,75% of pensionable a_~p_Ay~__, Notwithsta~e limitations on
the incremental increaseA,__by theend of theflve ear hase-tn t eh Cit and lan
m~e.mbers..~bafl~be contdbutin the. full Annu_al R_LRe.A~uired Contribution in the ratio currenL.!2
provided under Section 3.28,380~_}_(j.)_and_q_d_(~of the San Jose Munic.[p~ Code.

12,4 The Cit2z~.i!l estat~!.ish .,,a~~~~0! ~,....l~nti,! such time as
a Trust is established, the Cit and em Io ee contributions under this a~ement shall
be made into the exist~inq.,.Medical Benefits Account for as ~!3g..~he contri_..b.#tior~..car~ be,
made into the Medical Benefits Account in accordance with tRS limitations, If the Trust
is not established prior to reachin,q the IRS limitation, ~ree to meet and
discuss alternative fundlng_vehicles,

12.5 -It is the objective of the Loarties that the Trust created zoursuant to this a_&gL_eement shall
become the sole fundin.g vehicle for Federated retiree..he~!tb0are, b.e.ne.fits sub’ecj~t to~
[# ag~t re.fictions under the current l~r other a_Ep_jlicable law,

ARTICLE 3 AGREEIVIENT CONDITtON.~S

3,1,5 Healthcare Cost Mit~

3.1,5,1 Notwithstandi~er provision of this A reernent the a~lies a tee. t~o
commence mee~~onfe~TingL.b_e~!ween Janua~and Januaryc[~
20t~_qj.~_0 oj~ retiree healthcare benefits for f’utu~~es and a medical
reimburse~ram for future retirees,

3,1.5.2 The parties intend to en. ag_&(Le in the foreg£[D# ne,.qotiatlons In a coalition
~)rocess with all other interested .represented .,b.~ if
H~owever n~Ag~L0,tia:~i0r~s bet,,weea the Git~Land Ern~nization shall
commence no later than Jai~uar lv___!~, 2010 with or witl~on of any



CITY OF SAN JOSE AND ASSOCIATION OF ENGINEERS AND ARCHITECTS,
IFPTE LOCAL #21
MEDIATION TENTATIVE AGREEMENT

other bar~ unit. The Ci____tV and Em~~Lg..anizatio~otiate in
~ effort to reach a mutual ~e~nt.._~,

3,1,5,3 If no a_greement is r~eached., tt~e pa~ti6s w’~e i~[Lm~J~Eocedures set
for[h in the Cit_[t_y__of San Jose’s....E~~ee Relations Resolution
~d thee M~ers-Milias-Brown Act. "l°he_.Par~.~, uncle[stand that this
means that, notwithstandin~ion of this a reement t eh Cit will
have tl-~-~e ~~at_~f ir_[rg~.lement in tile event~ement is reached
at the conclusion of ne.,g_otiations and mandat y:.impasse p.rocedures~
a_g~es that a unilateral ~entation of l._._.etiree healthcare benefits .l~r future
~ees shall not b~e._e~ective before Julv_~._~010.

This agreement is still considered tentative and shall not be considered final or binding until
ratified by the membership and approved by the City Council. This document sets forth the full
agreements of the parties reached during confidential mediation. Anything not included in this
document is not part of this tentative agreement. If this tentative agreement is not ratified by the
membership or not approved by the City Council, the parties’ positions will revert to the last
the-record proposals prior, to mediation. The provisions set forth above Shall be incorporated in
any successor Memorandum of Agreement.

FOR THE CITY: FOR THE UNION:

March 4, 2009
Page 3 of 3



2009 CITY OF SAN JOSE - POA NEGOTIATIONS

Proposal Retiree Healthcare Funding

Proposedl.anguage

ARTICLE 50 RETIREE HEALTHCARE FUNDING
(Current Article 50 and subsequent articles to be re-numbered)

50.t The City and the Employee Organization agree to transition from the current partial pro-
funding of police retiree medical and dental healthcare benefits (referred to as the "policy

¯ method") to pre-funding of the full Annual Required Contribution (ARC) for the police
retiree healthcare benefits plan ("Plan"). The transition shall be accomplished by
phasing into fully funding the ARC over a period of five (5) years beginning June 28,
2009. The Plan’s initial unfunded retiree healthcare liability shall be fully amortized over
a thirty, year period so that it shall be paid by June 30, 2039 (closed amortization).
Amortization of changes in the unfunded retiree healthcare liabifity other than the initial
retiree healthcare liability (e,g. gains, losses, changes in actuarial assumptions, etc.)
shall be determined by the Plan’s actuary. The City and Plan members (active
employees) shall contribute to funding the ARC in the ratio currently provided under
Section 3.36.575 (C) (1) and (2) of the San Jose Municipal Code. Specifically,
contributions for retiree medical benefits shall be made by the City and members in the
ratio of one-to-one. Contributions for retiree dental benefits shall be made by the City
and members in the ratio of three-to-one. When determining the contribution rates for
the Plan, the Plan actuary shall,continue to use the Entry Age Normal (EAN) actuarial
cost method and a discount rate consistent with the pre-funding policy for the Plan as
outlined in this Article.

50,2 The City and the Employee Organization further agree that the Municipal Code and/or
applicable plan documents shall be amended in accordance with the above agreement
and that the Employee Organization will support such amendments.

50.3 It is understood that in reaching this agreement, the parties have been informed by cost
estimates prepared by the Police and Fire Department Retirement Plan Board’s actuary,
and that the actual contribution rates to reach full pre-funding of retiree heaithcare will
differ: The phase-in to the ARC shall be divided in five steps (using a straight line
method), each to be effective on the first pay pedod of the City’s fiscal year in each ’
succeeding year. The first increment of the phase-in shall be effective on June 28,
2009. It is understood that because of changes resulting from future actuarial
valuations, the amount of each increase may vary upward or downward. The City and
Employee Organization agree that the Plan member cash .~ontribution rate shall not
have an incremental increase of more than 1.25% of pensionable pay in each fiscal year
and the City cash contribution rate shall not have an incremental increase of more than
1.35% of pensionable pay in each fiscal year. For example, if the members’ contribution
rate is 4% of pensionable pay, the subsequent fiscal year’s contribution rate forretiree
healthcare cannot exceed 5.25% of pensionable pay.

50.4 If, at any time the calculated Plan member cash retiree healthoare contributions exceed
10% of pensionable pay or the calculated City cash retiree .healthcare contributions

January 24, 2009
Page I of 2



2009 CITY OF SAN JOSE - POA NEGOTIATIONS

50,5

50.6

exceed 11% of pensionable pay for the City (excluding implicit subsidy), the parties shall
meet and confer on how to address any retiree healthcare contributions above !0% of
pensionable pay for Plan members or 11% of pensionable pay for the City in order to
fund the full ARC. Such discussions shall include alternatives to reduce retiree
healthcare costs. If the parties are unable to agree on the manner in which to fully fund.
the retiree healthcare ARC (contributions exceeding 10% of pensionable pay for Plan
members or 11% ofpensionable pay for the City, excluding implicit subsidy), applicable
impasse dispute resolution procedures shall apply.

Nothing in this Article shall be construed t~ obligate Plafi members to pay more than
t 0% of pensionable pay or the City to pay more than 11% of pensionable pay to fund
retiree healthcare.

The City will establish a qualified trust ("Trust") before June 28, 2009. If the Trust can
¯ not be established before June 28, 2009, then the City will hold in a separate reserve
any required contributions over the policy method and then deposit, with interest actually
earned, into the Trust as soon aS practical after the Trust is established.

It is the objective of the parties that the Trust created pursuant to this .agreement shall
become the sole funding vehicle for Police retiree healthcare benefits, subject to any
legal restrictions under the current plan, or other applicable law.

January 24, 2009
Page 2 of 2



20i i CITY OF SAN JOSE - SAN JOSE FIRE FIGHTERS, LOCAL 230

RETIREE HEALTHCARE FUNDING

_ARTICLE 29 RETIREE HEALTHCARE FUNDING
O~’rent.    Article 29 and subse__qLuent articles to be re-nunnber_~ed~

29,1 The City.and the Un on a,qree to transition from t!~.e curren.t._p_&E!ial p. "e~fun.diq,g_~.[
-- fire retlre&n’.~edicaland dental healthcare benefits (referred to as the~.’_’p__~jlic__y

method") t_p_o pre-fundin.q of the full Annual Required Contribution (ARC) for the,
f r_ee re, tiree he_al_t!]care benefits plan (".Plan".). The transition shall be
accomplished by p.has.i.n_g_into ful. ly funding :Lh~e~ARC over ~a_~eri___od of five__e~(~
y~ars be~i.nning June 26, 2011. The Plan’s initia__[1 unf____unde__.__d "__etiree healthcare
liability shall be fu y an)_orlized over a thirty year p.er~jo_~d so that it shall be paid b~
June. 30, 2041 (closed amort zation).. Amortization of c.h..an.o_~qes in the...unfunded~
r-&tiree healthcare liability other than t_h_e initia ~_______jet!ree healthcare liability (e,.q._
;&ains, !osses, chan,.qes in actuarial assumpt~_t,c.) .shal! be determined by the.
Plan’s actuary. The City and Plan me.mbe.r.s__~.a~ctive emp ovees) shall contribute
to funding the ARC.in the ratio currently provided under Section 3,36,575 (C) (1).
and (2) of the San Jose Municipal Code,, Specificall~ contributions for retiree
medical benef.ts shall be made by..the City and members in the ratio of one-to-
one, Contributions for retiree dental benefits shall be made bv the Ci!y and,
members i6 the ratio of three-to-onel When determining the cont.r.ibution rates for
the Plan, the Plan actuary shall continue to use the Entry Age Normal (EAN).
actuarial cost method and a discount rate consistent with the pre-fu..ndin,q.polic_y
for the Plan as outlined in th!s__&Article___~,

The City and the Union further agree that the Mun__icipal Code and/or apphoabl
plan documents shall be amended, i._n a___ccordance with the above a,qreement and
that the Union will support such amendments,

.29.3 It i_s .understood that. in reachin,q this agreemo[~t, the parties have been informed
_b_¥ cost estimates prepa’e..d by the .Police and Fire I~e_p__A[-lment Retirement Plan
Board’s actuary, and that the actual contribution rates to re..ach full pre-fundi~g of
retiree healthcare will differ, The phase-in to the ARC shall be div ded in five
steps (usin,q a s.t[.a_Lght lille method), each to be effective on the first pa~_y.period of
the City’s fiscal year in each succeedin,q year. [lhe first increment of the ph.ase,in
shall be effective on June 26, 2011 It is understood that because of chan.qes~
resultin,q from future actuarial valuations, the amount of each increase may vary.
"~upward or downward, The City and Union agree that the Plan member cash.
contribution rate shall not ha’ve an incremental increase of more than 1,25% of
pensionable pay in each fiscal year and the City cash contribution rate shall not
have an incremental increase of more than 1,35% of pensionable pay in each.
fiscal year. For example, if the members’ contribution rate is 4% of pensionab e.
pay, the subsequent fiscal ,fear s contribution rate for retiree healthcare cannot.
exceed 5,25% of pensionable pay:



20 ~ ~ C~3"Y OF SAN JOSE - SAN JO~-~ F~RE FIGHTERS, LOCAL 230

29o.___4.__~ timethe calculated Plan member c,a_sh, retiree ~a~..e_, contributi0iqs
,exceef:! 10°_/o_~ell__si_o_0_n.#~a_~L,or the calculated_C., t_~(_’,as_ h_!’eti___ree healthoare
._co_n.j:libutiorls exoeed "_t_’1.% of per~s:lonable p.a_~Lf_o_or_~__(.exc~ im_~J?.J~t
¯ sub__~s.’id~e,_j2artl_ es sha I meotand oonfAE_~ l:~___o_w.t0 adclros~-~_ re__tire____Ae.
.J~ealthcare contributions .ab~we ’10% of pensionable .pay for P a ~ ,n’j.e,m~er~s or
’1.i % of pe ~s onable pay for the City in order to fund the full ARC,. Sach
disouss__jLons shall include alternatives to reduce retiree hea.thcare, c, osts...If the.
parties are u ]ab_le to agree on the manner in which to f~llv ’!und the retiree.
he__a..Ithcare ARC .(contr!butions exce_edir~g 10% of pensionable pay for Plan
members or11% of pensionable pay_~for t~.e CIty, excludin,q implicit subsidy),
a__J2plicable impasse dis.pLate resolution prooedures shall apply,.

Nothin,cl iri this A~tlcle shall be construed to obligate Plan rnembers to pa~/more.
t~. 1___0% o____~f pensionabl_g~)a~e City to pa_y_.mor__Ae t__ha~__q "_JLl_%__of_’ pensionable "
pa__yto fund retiree heatthoare,

29.5 The~..C.lt~:will establish a .qu_alified .trust (’"Trust") by July 1,2011,

Tentatively Agreed on Maroh 3,2011

.Jeff
President
San Jose Fh’e Fighters, Local 230

Director of Employee Relations
City of San Jose

Page 2 of 2



COUNCIL AGENDA: 5-17-11
ITEMS; 3.5

c~ O~ ~

SAN JOSE
CAPITAL OF SILICON VALLEY

TO: HONORABLE MAYOR FROM: Richard Doyle
AND CITY COUNCIL City Attorney

SUBJECT: Ordinance to Implement New DATE: May 13, 2011

Heath Care Trust for. Federated
City Employees’ Retirement Plan

RECOMMENDATION

Consider an Ordinance amending Title 3 of the San Jos6 Municipal Code to add a new
Chapter 3.52, and to amend Sections 3.28.380, 3.28.t980, 3.28.1995, 3.28.2030 .and
3.28.2045 and add a new Section 3.28.385 to Chapter 3.28, for the purposes of
establishing a new trust pursuant to section 1 t 5 of the Internal Revenue Code related to
retiree health care benefit funding and payment of retiree health care benefits.

BACKGROUND

The Federated City Employees’ Retirement Plan (the "Federated Plan") pays 100% of
the premium costfor the lowest cost medical plan (Health Benefits) and the costs of
dental premiums (Dental Benefits) for certain retired members and other persons who
receive retirement allowances from the Federated Plan. The premium payments are
Currently made through a medical benefits account established by the City Council
under Section 401(h) of the Internal Revenue Code (IRC). The 40t(h) account i~
funded by contributions made by the City and active employees.

Through fiscal year 2009, contributions to the Federated Plan’s medical benefits
account for Health and Dental Benefits for both the City and the participating Federated
employees were based upon an actuarially determined percentage of employees’ base
salary sufficient to provide adequate assets to pay benefits when due over the next 15
’years. In April, 2009, the City reached agreements.with ABMEI, AEA, AMSP, CAMP,
IBEW, MEF, and CEO to phase.in to full funding of the annual required contributions
(ARC) for the Health and Dental Benefits over a five year period. The ramp up to full
funding specified in these agreements was also implemented for unrepresented
employees. These agreements provide that the initial unfunded retiree healthcare
liability will be fully amortized over a .thirty year period so that it will be paid by June 30,
2039.

The agreements also provide that the five year phase-in of the ARC will not have an
¯ incremental increase of more than’0.75% of pensionable pay in each fiscal year for the
employee contributions and the City cash contribution rate will not have an incremental
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increase of more than 0.75% of pensionable pay in each fiscal year. Notwithstanding
these limitations on incremental increases, the agreements further provide that by the
end of the five year phase-in, the City and the members "shall be contributing the full
Annual Required Contribution in the ratio currently provided" in the relevant sections of
the San Jos6 Municipal Code.

Section 401(h) of the IRC is one vehicle that allows employee contributions for retiree
health care benefits to be made on pretax basis, and allows earnings in the fund to
accumulate tax free. However, as a condition of this favorable tax treatment, IRC
Section 401(h) limits the total amount of contributions that can be made to the medical
benefits account. In order to ensure that the IRC contribution limit would not affect the.
ability to implement full funding of the ARC, the April 2009 agreements with the
bargaining units provided that the City would establish a qualified trust that would
become the sole funding vehicle for Federated retiree healthcare benefits.

On February 10, 2011, the Federated City Empleyees’ Retirement Plan Board of
Administration received a report from its actuary, Cheiron Inc., indicating that projected
contributions to the Plan’s medical and dental ben.efits account were expected to
exceed the limits set forth in Internal Revenue Code Section 401(h) during the fiscal
year ending June 30, 2012. The Plan’s actuary further advised that once the limit is
reached, future 401(h) contributions would be limited to one-third of the pension normal
cost contributions.

Earlier this year, the City Attorney’s Office engaged Ice Miller, LLP, as outside tax
counsel, to assist with preparation of trust documents for both the Federated Plan and
the Police and Fire Department Plan. The ordinance that has been drafted for the
Council’s consideration includes Municipal Code amendments to implement a qualified
trust as contemplated by the April 2009 agreements with the bargaining units. The
Federated Trust Ordinance is being presented at this time in order to have a trust in
place to receive contributions before the 401(h) limit is reached for the Federated Plan.
Separate ordinances for Police and Fire will be presented to the City Council prior to the
end of the fiscal year. The City Attorney’s Office has been advised by staff that the limit
on funding the 401(h) account for the Police and Fire Plan is not expected to be
reached in the next fiscal year.

ANALYSIS

The draft ordinance would establish a new trust fund pursuant to Section 115 of the
internal Revenue Code. The ordinance as drafted contains the following key provisions:

¯ The new Trust Fund would be administered by a Board of Trustees
composed of the Board members of the Federated City Employees
Retirement Plan.

754054.doc



HONORABLE MAYOR AND CITY COUNCIL
¯ May 13, 20!1
Subject: Federated Retiree Health Trust Ordinance
Page 3

¯ City contribution for retiree health care would begin to be deposited in the
new Trust Fund effective July 1,2011, assuming the proposed ordinance
is adopted by the City Council no later than May 31, 2011.

Employee contributions would continue to be deposited into the existing
401(h) account until a private letter ruling has been obtained form the
Internal Revenue Service confirming that the employee contribution can
go into the new trust on a pretax basis. A request for a private letter
ruling will be filed as soon as the ordinance is approved. Retirement
Services staff has indicatedthat the Federated employee contributions
can continue to go int0the 401(h) account for .at least some portion of
fiscal year 2011-12 without violating IRC Section 401(h). If, for any
reason, a private letter ruling cannot be obtained before the limit will be
reached, the City Attorney’s Office and staff will return to Coun(~il with a
recommendation on how to continue the ramp up to full funding.

As.long as the employee Contributions continue to be deposited.into the
401(h) account, employees who take a return of contributions from the
Plan (usually those with less than 5 years of service) will continue to
receive an extra pay0ut amount from the pension fund in the amount of
their contributions to the medical benefits account plus 2 % interest. After
employee contributions start being deposited in the new trust fund, this
extra payout will cease, as the Trust Fund and Pension Fund are two
completely separate funds; and direct payment for qualified 115 trusts can
only be made for health and welfare benefits.

Retiree health premium payments would continue to be paid out of the
medical benefits accoL~nt until it is exhausted, unless the new Board of
Trustees determines that some or all of the premium payment should be
made out of the new Trust Fund. The purpose of this provision is to
ensure that there is a default provision for .ensuring .that premium
payments will continue to be. made, while providing the trustees with
flexibility for liquidating investments in the existing medical benefits
account.

The ordinance retains current Code language regarding the nature of th~
health benefit provided to retirees and other persons w.ho receive
retirement allowances.from the Federated Plan (lowest cost. plan premium
for medical).

The ordinance retains current Code language regarding contribution rates
for medical and .dental benefits (this section has been renumbered, but
not altered).
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EVALUATION AND FOLLOW-UP

If approved by Council, the ordinance title will be published; the ordinance will be
considered by the Federated board at its May 19, 2011 meeting; and the ordinance will
be placed on the City Council agenda of May 24 or 31,2011 for adoption.

POLICY AI TERNATIVES

The City and employees cannot continue to ramp up to full .funding for retiree health
care within the existing Federated Retirement Plan structure. The 2009 agreements
with the .bargaining units specify that the City will establish a trust to implement the
ramp up to full funding for retiree health care. For these reasons, other alternatives
have not been considered at this time. As indicated above, if for any reason, a private
letter ruling concerning the pre-tax status of employee contributions to the new trust
fund cannot be obtained before the limit will be reached, the City Attorney’s Office and
staff will return to Council with. a recommendation on how to continue the ramp up to full
funding.

PUBLIC OUTREACH/INTEREST

The draft ordinance was posted for public review prior to the Council meeting. The draft
ordinance will be considered by the Federated Board prior to final consideration by
Council and any Board or public comments made at that meeting will be provided to
Council. The City Manage¢s Office of Employee Relations will also circulate the draft of
ordinance to affected employee bargaining units for reviewand comment.

COORDINATION

Preparation of this memorandum and the draft ordinance has been Coordinated with the
Department of Retirement Services, the Finance Department and the City Manager’s
Office of Employee Relations.

BUDGET REFERENCE
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CEQA

Not a Project; File No. PP10-068(b), Municipal Code or. Policy.

RICHARD DOYLE
City Attorney

M~L~IE DENT
Sr. Deputy City Attorney

cc~ Debra Figone
Russell Crosby
Scott Johnson.,
Alex Gurza

For questions, please contact Mollie Dent, Sr. Deputy City Attorney, at (408) 535r1905.
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Memorandum
TO: HONORABLE MAYOR FROM:

AND CITY COUNCIL
Richard Doyle
City Attorney

SUBJECT: Ordinance Related to Health DATE: April 26, 2012
Care Trust for Federated
Retirement Plan

RECOMMENDATION

Consider an ordinance amending Section 3.52.100 of Chapter 3.52 of Title 3 of.the
San Jos~ Municipal Code to provide that, beginning June 24, 2012, employee
contributions for retiree heath care benefits will be deposited into.the Federated City
Employees Healthcare Trust, rather than the Federated City Employees Retirement
System medical benefits account~

BACKGROUND

Section 401(h) of.the Internal Revenue Code (IRC) is one vehicle that a!lows employee
contributions for retiree health care benefits to be made on.pretax basis, and allows
earnings in the fund to accumulate tax free. Howeverl as a condition of tl-iis favorable
tax treatment, IRC Section 40t(h) limits the to.tal amount of contributions that can be
made to the medical benefits account. In order to ensure that the IRC contribution limit
would not impair the ability of the City to implement agreements for the ramp up to full
funding of the annual required contribution for Federated retiree health care benefits,
the April 2009 agreements on retiree health care with the Federated bargaining units
provided that the City would establish a qualified trust that would become the sole
funding vehicle for Federated retiree healthcare benefits.

On February10, 2011, the Federated City Employees’ Retirement Plan Board of
Administration received a report from its actuary, Cheiron Inc., indicating that projected
contributions to the Plan’s medical and dental benefits account were expected to
exceed the limits set forth in Internal Revenue Code Section 401(h) during the fiscal
year ending June 30, 2012. The Plan’s actuary further advised that onoe the limit is
reached, future 40t(h) contributions would be limited to one-third of the pension normal
cost contributions. In early 2011, the City Attorney’s Office engaged Ice Miller, LLP, as
outside tax counsel, to assist with preparation of trust documents, for both the Police and
Fire Plan and the Federated City Employees Retirement Plan. The ordinances would.
establish new trust funds pursuant to Section 1t5 of the Internal Revenue Code.
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On-May 24,2011, the City Council adopted Ordinance No. 28914, establisl~ing the
Federated City Employees Health Care Trust Fund to allow for continued
implementation of the ramp up to full funding for retiree health care benefits, as
contemplated in agreements entered into by the City and employee bargaining units in
April 2009. Ordinance No. 28914 became effective on June 24, 2011.

As established by Ordinance No. 28914, Chapter 3.52 of the Municipal Code provided
for City con’~ributions for retiree health care to begin being deposited in the new Trust
Fund effective July 1,2011; but for employee contributions to continue to be deposited
into the existing 401(h) account until a.private letter ruling has been obtained from the
Internal Revenue Service (IRS) confirming that the employee contribution can go into
the new trust on a pretax basis.

On October 17, 2011, tax counsel for the Federated City Employees Retiree Healthcare
Trust Fund submitted a request to the Internal Revenue Service (IRS) for a private letter
ruling on three issues; 1) that income into the trusts could be done on a tax free basis,
2) whether the trust would need to file tax returns and 3), that the employee
contributions can go into the new trust on a pretax basis. In late November 2011, the
IRS notified the Trust Fund’s tax counsel -that the IRS would decline to rule’ on the issue
of the taxability of employee contributions to the TCust Fund. Based on this information,
and because private letter rulings are discretionary with the IRS, the Trust Fund’s tax
counsel advised the.Board of Administration.for the Eederated City Employees
Retirement System (which also functions as the Trust Fund Board) to withdraw the
ruling request related to employee contributions. The Trust Fund tax counsel also
advised that in declining to rule, the IRS was not necessarily signaling that employee
contributions to the Trust Fund would be treated as taxable.

On December 15, 2011, the Board approved the withdrawal of ruling request related to
employee contributions, Which allowed the !RS. to move forward with consideration of
other aspects of the private letter ruling request. On February 21,2012, the Trust Fund
received a favorable ruling from the IRS on its main private letter ruling request that the
IRS confirm that income can accumulate in the Trust fund on a tax free basis. However,
we do not have a ruling on whether the Trust will need to file a tax return or whether the
employee, contributions can be made on a tax free basis.

ANALYSIS

Section 3.52.100 of the Municipal Code needs to be amended in order for employee
contributions to begin being deposited into the Trust Fund in the absence of a private
letter ruling. If employee contributions for retiree heath care benefits continue to be
made to the existing medical benefits (401(h)) account, the IRC limit may be reached,
which would impair the ability of the City to implement agreements for the ramp up to
full funding of the annual required contribution for Federated retiree health care benefits.
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EVALUATION AND FOLLOW-UP

If approved by Council, the ordinance title will be published; the ordinance will be
considered by the Federated Board at its May 17, 2012.meeting; and the ordinance will
be placed on the City Council agenda of May 22, 2012 for adoption.

POLICY ALTERNATIVES

Because the IRS has advised that it will not rule on thetaxability of employee
contributions to the Trust Fund, the only alternative to the recommended ordinance is to
continue depositing employee contributions into the existing 401(h) account. It cannot
be stated with acertainly that the failure to adopt the recommended ordinance will
impair the City’s ability to ramp up to full funding for retiree healthcare in 2012-13.
However, based on the February 11, 2011 Cheiroi~ calculation of the 401(h) limit and
the Federated City Employee Retirement System June 30, 2011 Actuarial Valuations,
which include.projected pension and retiree health care contribution rates, there is a
good possibility that the full ramp could not be .achieved if employee contributions into
the 401(h) account must be capped at one-third of the pension normal cost
contributions.

PUBLIC OUTREACH/INTEREST

This memorandum and the draft ordinance have been posted on the City’s web site for
the May 8, 2012 City Council agenda. The draft ordinance will be considered by the
Federated Board prior to final consideration by Council and any Board or public
comments made at that meeting will be provided to Co.uncil. The City Manager’s Office
of Employee Relations will also circulate the draft of ordinance to affected employee
bargaining units for review and comment.

COORDINATION

Preparation of this memorandum and the draft ordinance has been coordinated with the
Department of Retirement Services the Finance Department and the City Manager’s

¯ Office of Employee Relations.                                      "

BUDGET REFERENCE

N/A
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CEQA

Not a Project; File No. PP10-068(b), Municipal Code or Policy.

RICHARD DOYLECity ~~,

J ED MORAN
...~<~ Assistant City Attorney

cc: Debra Figone

For questions, please contact ED MORAN, Assistant City Attorney, at
(408) 535-1900
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